Of Wage-Tax Trade-offs and Macroeconomic Mixes (1981) * This chapter discusses the relationships between the choice of an appropriate combination of macroeconomic instruments, on the one hand, and the rate of increase in money incomes, especially money wage rates, on the other. It makes no assumptions or assertions about the possibility of achieving any particular form of prices and incomes policies, nor about the costs and benefits of achieving such policies either by direct controls or by agreement. It merely takes the view that, whatever the desirability or feasibility of prices and incomes policies may be, the likelihood of their being successful will be enhanced by an appropriate choice of macroeconomic instruments. It is also argued that any sort of prices and incomes policy is virtually certain to be ineffective if resorted to in the hope of thereby escaping the consequences of using inflationary combinations of macroeconomic instruments.
The basic proposition (argued in detail in Chapter 2) is that it is pointless, unnecessary and inexcusable to tolerate a temporarily higher level of unemployment than would otherwise have been chosen, merely with the aim of checking inflation, provided that even one form of macroeconomic stimulus has less upward effect on the price level than some other. For if that is true there is always the possibility of altering the setting of the more inflationary instrument in a contractionary direction, whilst moving some other (less inflationary) instrument in an expansionary direction. This should be done to an extent that holds employment constant (but with a consequent downward impact on prices over the period in which the change is being made).
By combining a sufficient switch of this sort with a net real stimulus, it is therefore possible, if the economy starts at less than full employment, to increase employment without upward pressure on the price level. The least inflationary form of stimulus is a cut in tax rates accompanied by a sufficiently tight monetary policy. In this chapter, a number of aspects of this policy prescription that relate to wage bargaining are outlined in more detail.
Wage bargains and real post-tax interest rates
The choice of macroeconomic mix is likely to affect both wage demands and the readiness of employers to accede to them.
Wage demands are likely to be increased if wage-earners find that a large proportion of their pre-tax wages, and of any increment of them, is being swallowed up either by higher marginal income tax rates or by increases in indirect taxation on the items they purchase.
There have been a number of investigations of this effect in different countries, and there seems to be ample empirical evidence for its existence. It is true that at very low rates of tax wage-earners may well take little or no account of taxes in their wage-bargaining. But with the ratio of taxes to incomes rising in recent years, this tax effect on wage demands has presumably been of steadily increasing importance.
A tightening of monetary policy, leading to a rise in nominal interest rates, might have some upward effect on wage demands. For some wageearners, at least, may take account in their wage demands of any rise in the nominal interest rates they have to pay on their mortgages and any other borrowing.
But against this must be set the consideration that any such upward effect on wage demands is unlikely to be as significant as that of a tax increase (on wage-earners' incomes and on the items they buy) having the same effect in restraining demand. For all wage-earners are directly affected by higher taxes.
In any case, the net effect of a tax cut coupled with a rise in real post-tax interest rates will not necessarily be a rise in nominal interest rates, even in the short run. For the tax cut will increase the demand for financial assets (at any given level of employment), and the various cost-reducing and price-reducing effects of the tax cut and of the tightening of monetary policy will tend to reduce the actual and expected rates of inflation. It will therefore also to that extent reduce nominal interest rates. Indeed, in anything but the very short run a tightening of monetary policy coupled with a tax cut is likely to result in holding
